
































patient day to reflect the spreading of the other
operating costs and the non-nursing care costs over
fewer patients. This increase in'state expenditures
(due to increased reimbursement rates in the next and
future years) will partially offset the reduction ofstate
expenditures (due to the decreased patient day
payments for all the days the person would have been
in the nursing home). In other words, the most
important cost issue in Minnesota may not be to
what extent assisted living costs are less than nurs­
ing home care costs, but instead to what extent state
nursing home expenditures will actually decline to
reflect a loss ofpatients to assisted living facilities.

While regulations no doubt explain a large portion of
the cost differences, other explanations exist. Advo­
cates ofassisted living such as Ladd (1993) argue that
most important explanation of the difference in costs
is that nursing home must be staffed to provide care
for the sickest patients. This increases costs over what
is necessary to care for patients at the lower end of the
case-mix spectrum. Because assisted living does not
staff for these heavy-care types ofpatients, they can
reduce costs. Other explanations are ofcourse
possible.

4. What is the logic behind the "savings" that
would occur to Medicaid in this state when we
distinguish the room and board services from the
health care services, and let Medicaid pay for only
the health care portion ofassisted living costs?

The distinction between health care services and
room and board services stems from the constraint
placed on Medicaid that it cannot fund room and
board services except in hospitals and licensed nursing
homes. Therefore, in order to take a Medicaid
nursing home resident and instead serve her in an
assisted living facility under Medicaid, it is necessary
to distinguish the costs ofcare services from those of
room and board services, and specifY that Medicaid
Will cover only the former services.

Medicaid's normal coverage of care services in the
state plan includes home health aide services which
can cover housekeeping, preparing meals, shopping.
It also includes personal care services-such as help
with ADLs and medications as well as. changing
linens and light housekeeping-as long as they are

approved by a physician and supervised by a regis­
tered nurse (Mollica et al. 1992). Because of the
limitations and constraints placed on these services,
they are often not directly translatable to the assisted
living environment. Therefore, states have developed
strategies to modifY Medicaid coverage in order to be
more consistent with the care services in assisted
living facilities and at the same time increase the
amount of financial resources available to a Medicaid
eligible person to use in paying pay for the room and
board portion of the assisted living bill. The "savings"
to Medicaid will depend on the strategy that each
state adopts.

With regard to adapting Medicaid services to assisted
living, Medicaid's coverage ofcare services can be
modified through the Section 2176 waivers of0 BRA
1981. This law permits states to provide home and
community care to persons who would otherwise
have qualified for admission to a nursing home. The
advantage is that it allows states to depart from the
state plan standards. For example, under a waiver,
personal care services need not be tied to a physician
or a registered nurse, making them easier to deliver in
an assisted living environment. More directly, the
2176 waiver could specifY that assisted living care
services be included under Medicaid services. In
Minnesota, payment for assisted living services is
directly included as part of the Elderly Waiver.

With regard to increasing the financial capacity ofa
Medicaid eligible to pay for assisted living room and
board, the waivers also allow states to alter the
Medicaid income eligibility requirements for those
who are living in the community. According to
Mollica et al. (1992), such persons can receive up to 3
times the federal Supplemental Se<::urity Income (SSI)
monthly rate (which was $434 a month in 1993, for
a total of$1,302) and still qualifY for Medicaid
payment ofhealth services. States determine the level
of income (up to this limit) for Medicaid waiver
eligibility and what amount of that income can be
retained by the individual to pay for living expenses,
and the remainder is use to cover the costs of the
Medicaid waiver services. In addition, states can
supplement income with state grants to the individu­
als.
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In Minnesota, the state guarantees $550 (1993) to
pay for assisted living room and board in group
residential housing ($495 if in the community), of
which up to $434 is from SSI and the rest is a state
supplement through the Minnesota Supplemental
Aid (MSA) prograin. (Of that SSI income, $20 is
disregarded by MSA so that the MSA payment is
actually $81 rather than $61.) Ifa person receives an
MSA payment, they are automatically eligible for
Medical Assistance (MA, Minnesota's name for
Medicaid). In addition, an A-type patient will receive
up to $564 a month to pay for the assisted living care
services, for a total guarantee of$1,114 in 1993.

The amount an A-type patient actually receives
depends on their care plan requirements from the
needs assessment and the price of that care quoted by
the assisted living facility. It also depends on where
the facility is located. The upper limit of this pay­
ment is either the average for facilities in one of the
three state geographic regions or the overall statewide
average, whichever is higher. Since the Metro region
has higher assisted living prices, facilities in the Metro
area are bound by the Metro average and facilities in
the other two regions are bound by the statewide
average.

There are differing payment limits for different case­
mix types. The following table, Table 2, shows the
1993 state (monthly) averages and Metro area upper
bounds for the lowest 4 case mix levels.

(The other case-mix types also list maximums but
were not included here.) The nursing home rates
(also shown) increase as one moves to a higher case
mix type, as does the difference between the two.
This generally means that savings will be greater on
more dependent case-mix assisted-living residents
(who would have been nursing home patients) than
on the less dependent case-mix residents. While this
ostensively represents an incentive for the state to
place the higher case-mix types in assisted living
rather than nursing homes, it is not clear what
mechanism the state would use to act on this incen­
tive.

The savings to Medicaid for a person with zero
income and an A-type case mix designation would be

the difference between- the payment to the nursing
home ($1,853, the statewide average 1993 rate to
nursing homes in Minnesota for an A-type patient)
net of the SSI and MSA payments ($30 and $26,
respectively), or $1,797, and the Medicaid payment
to an assisted living facility ($564), which equals
$1,233. (As a percentage, the Medicaid payment to
an assisted living facility is about 31 percent of the
Medicaid payment to a nursing home.) However,
because the assisted living resident is eligible for
additional transportation, home care, and other
services paid for by MA, the difference is likely to be
smaller, depending on which additional services the
assisted living resident receives. This caveat would
also apply to the savings calculations below.

The savings to all government subsidizers, however, is
the difference between the nursing home payment
($1,853) and the payment to the assisted living
facility ($1,059), or $794, again not counting any
additional services paid for by MA. (As a percentage,
the payment to assisted living is here about 57
percent of the payment to nursing homes.) Note that
because of the Medicaid constraint on paying for ­
room and board, it is necessary that the room and
board expenditures as a percentage ofall expenditures
equal the SSI plus MSA payments as a percentage of
total payment to the assisted living facility for the
entire $1,059 to be paid to assisted living. Consider­
ing all sources ofgovernment finance, the savings to
all government subsidies is roughly 2/3 of the Medic­
aid savings.

The savings to the state is the difference- between the
state's payment for nursing home care (Minnesota's
1993 portion ofMedicaid or 45 percent of$1,473,

-or $809, plus the MSA payment of$26 for a total of
$835) and the state's payment for assisted living (45
percent of$564, or $254, plus $64 in MSA pay­
ments or $318), for a differenCe of$516. (As a
percentage, the state's payment to assisted living is 38
percent of the payment to a nursing home.) Again,
in comparison to the savings to Medicaid, the savings
to the state is less than halfwhat they are to Medic­
aid.

If the same A-type person above has some income,
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Table 2
Average Monthly payments to Facilities by Case-Mix Type

Type offacility ABC D

Assisted living

Statewide average

(Metro average

Nursing facility

Statewide average

Difference

Statewide average

$564

$648

$1,853

$1,289

$637

$731

$2,013

$1,376

$720

$826

$2,195

$1,475

$796

$912)

$2,360

$1,564
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say $300 a month, this would offset the federal SSI
payment first, and then the Medicaid payment.
With regard to Medicaid savings, this would reduce
Medicaid payments to the nursing home by $270,
but would mean no reduction ofMedicaid payments
for the assisted living resident at all. In general, the
presence ofpersonal income would tend to reduce
Medicaid savings.

With regard to total government savings, the presence
ofpersonal income would reduce both nursing home
and assisted living subsidies equally, so that the
difference would remain the same.

With regard to state government savings, the presence
of personal income would again reduce the state
portion ofthe Medicaid payment by 45 percent of
$270 or $121.50, but not reduce the state's portion
of the assisted living bill. In general, again, the
presence ofpersonal income would tend to reduce
the state's savings from replacing a nursing home
patient with an assisted living one.

In summary, although we do not have estimates of
the state expenditures from the additional Medicaid
services that an assisted living resident might require,
the savings to the state of replacing an nursing home
patient with an assisted living resident appear to be
large enough to potentially support a program that
would promote the establishment ofassisted living
units in Minnesota. Whether this would reduce
expenditures, however, depends on how well it could
be targeted toward Medicaid nursing home patients.

5. What is the market for assisted living? Would
rural areas be excluded? Would private payers
receive different care than Medicaid payers?

The market for assisted living.

As alluded to above, the demand side of the market
for assisted living consists of those (mostly elderly)
persons with personal care needs at the low end of the
ADL scale, who want to avoid nursing homes but
regard assisted living as either a more desirable living
environment than living at home or a more appropri­
ate one, given their physical needs. What does the
supply side look like?

The philosophy ofassisted living dictates that assisted

living facilities have a "homelike," non-institutional
atmosphere. Some observers contend that this
implies that assisted living facilities should be small­
perhaps between 15 and 30 units-relative to nursing
homes. Moreover, the architectural lobby would have
them built as new facilities, in order to have a free
hand at designing in features that promote a home­
like fed.

On the other hand, assisted living facilities must be
large enough to keep the staffproductively engaged.
For example, to have a care attendant on duty
throughout the night would be more efficient in a
larger unit, so long as it was not so large that the
attendant is overextended. According to Kane and
Wilson (1993), however, this problem is largely a
product ofunnecessary divisions of labor. They point
out that were the night attendant's job description to
include doing the laundry, the efficiency ofa small .
facility would be increased. On the other hand, small
facilities might still experience efficiency losses
because of their forgoing the productivity gains from
specialization and because their wage payments
would probably need to be commensurate with the
most skilled task in the person's job description.

It is not clear whether it is more efficient to build new
facilities or convert existing ones. On the one hand,
an existing building may be so low priced as to justify
the cost ofconversion. On the other, the developers
who build may be able to get the same square footage
as an existing building and for the same expenditure
as the building with conversion, but'at the same time
design the facility more directly for the purpose of
assisted living. In other words, to a certain extent, the
conversion ofan existing building is likely to con­
strain the degree to which the developer can architec­
turally achieve a home-like atmosphere.

The actual size ofassisted living units appears to be
more consistent with efficiency considerations than
philosophy considerations. Mollica et al (1992) write
that facilities in the private sector range from 40 to
120 units, with individual units having between 300
and 600 square feet. Kane and Wilson (1993) report
that in their survey of63 assisted living facilities
nationally, they found a range of between 10 and 380
units, with the median tenant capacity of 56.
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Assisted care facilities consist of both those that were
built for assisted living purposes and those that were
converted from something else. Kane and Wilson
(1993) note that the newly built facilities are typically
used in "primary markets" (which they describe as
cities with populations over 100,000 or areas with a
large percentage ofaffluent elderly) while the con­
verted facilities tend to dominate the "secondary
markets" (i.e., cities from 30,000 to 100,000 in
populations) .

Can assisted living facilities be viable in rural areas?
Clearly; rural areas are likely to be smaller markets.
On the supply side, given the range offacility sizes
and the flexibility to use either new construction or
converted existing construction, it seems likely that
assisted living services can be produced efficiently in
the smaller facilities that would be appropriate for
these communities. Kane and Wilson (1993)
confirm that some of the entrepreneurs that they
contacted in their survey concentrated their develop­
ment efforts on rural markets.

On the demand side, small facilities may better be
able to establish themselves as being home-like and
non-institutional settings, where the elderly can age
in place. Because of the market niche mentality and
the public policy encouragement of demand for
assisted living, it is likely that the assisted living
facilities will take some business away from nursing
homes. In other words, the number ofnursing home
beds per 1,000 elderly (often an unreliable measure of
demand pressure on the market) need not be low, or
the nursing home occupancy rates need not be high
to assure sufficient demand for assisted living.

Assisted living facilities are also likely to find new
consumers in those who are willing to leave their
homes to gain the extra security and services available
at an assisted living facility. It is also likely that with
the aging of the population and the disproportionate
number ofelderly in rural areas, demand for all long­
term care services will continue to increase.

In Minnesota, nursing home occupancy rates are
generally higher in rural areas than in urban areas.
Given the increase in demand caused by the aging of
the population, the relative shortage of beds in rural
areas, and the moratorium on new nursing home bed

construction, there is likely to be a need for more
capacity to care for the elderly. This means that rural
areas would likely experience an increase in the
demand for assisted living services even ifsubstitution
by nursing home patients did not occur.

Would private payers receive different care than
Medicaid payers? Whether Medicaid payers would
receive the same care as private payers in the same
facility depends on whether the payment rates would
differ at that facility. There are two ways that the
rates could be the same. First, the facility could set an
assisted living rate for private patients and Medicaid
patients could be charged the same rate. Second, the
state could set the Medicaid rate and prohibit the
assisted living facility to charge more than that for
their private patients. This second option is, of
course, consistent with the provisions of the Rate
Equalization Act for nursing homes. It is, however,
unlikely that the state will want to intervene to such
an extentin the assisted living industry. One of the
reasons why the state is interested in assisted living is
that it would not require a degree of intervention
similar to that which has been imposed on the
nursing home industry. Furthermore, the assisted
living industry would oppose it and so would most of
the researcherladvocares associated with assisted

living.

While it is probably necessary that rates be different
in order for the care and other services to be different,
it is not sufficient. That is, even if assisted living
firms charged higher rates for private patients than for
Medicaid patients, it is not necessarily the case that
the care or other services would be different. It is in
the interest ofprofit-maximizing firms to charge
different prices if they can separate demands accord­
ing to price elasticities. Presumably; private payers
have more inelastic demands and would pay higher
prices than Medicaid payers, who have limited
resources and even more limited choices. (It is
important to note that this does not necessarily imply
cross subsidization ofMedicaid by private patients.
There could be differences in prices, yet in both cases
marginal revenues could cover average costs ofcare.)
Indeed, assisted living facilities should welcome a
scheme where they charge less to Medicaid patients .
than to private patients because this enables them to
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price discriminate and therefore make greater profits
than they otherwise would have if they were forced to
charge only one price to all. Charging lower prices to
Medicaid would also be in the interest of the state,
not because of cross subsidization, but because it
allows the'state to serve more people on a given
budget than it would have if the price the firm
charged everyone were either the private price or a
price that averaged the private and Medicaid prices.

If two prices were charged, the services could also
differ. The justification for differing services is that
Medicaid patients are being paid for by taxpayers and
the taxpayers should be able to limit the services to an
economical set. Perhaps the most likely way to do
this is to constrain the size ofassisted living units to a
square footage that is less than the private square
footage, that is, limit the housing services. On the
other hand, the justification for providing the same
services is that the state should not make Medicaid
residents second class citizens by providing less
services than private patients. Still, the state can only
go so far in this regard. There may be some facilities
that are totally private that provide the sort ofhigh­
quality/high-amenity services that only the most
wealthy ofprivate residents can buy. For the state to
pay these facilities their going rates would clearly
seem unjust to most taxpayers.

In summary, the question ofwhether Medicaid
payers would receive different services than private
payers is clearly a political question. It seems unlikely
that Minnesota would implement a Rate Equaliza­
tion Act for assisted living that would force equal
services for everyone. It also seems unlikely that the
state would cover the cost of care at any facility, even
the most opulent ofones. Instead, it is likely that the
state will continue to pay a relatively limited amount
under Medical Assistance, SSI, and MSA, for the
Medicaid residents, and not regulate the private
prices. If so, the facilities will be free to charge more
to private patients and also provide different care, as
long as they are able to find sufficient customers in
doing so.

6. What are the nature of the gains and losses to the
state and its citizens?

The state will gain from assisted living primarily by

promoting the development ofan industry that
provides a type ofservice t}1at more closely matches
the preferences ofa portion of the dependent elderly ,
in this state, both private and public payers. It is
important to note that this conclusion does not
derive from any studies that show that assisted living
residents show a slower decline in their physical or
cognitive abilities than residents of nursing homes or
dependent elderly living at home. It simply derives
from the fact that assisted living provides another
constellation ofservices that people can choose from
and that some people might prefer. The mere act of
choosing assisted living services over both nursiQg
home services and home care reveals a gain to society
over the situation where dependent elderly are forced
to choose only between only the latter two.

There is also the possibility that the state will gain if it
is able to reduce its expenditures by providing access
to assisted living. For this to happen, however, it is
necessary that a number of conditions be met. First,
it is necessary that assisted living be successfully
targeted at persons who would otherwise be Medicaid
nursing home patients. Second, it is necessary that
the state's paying for these services does not entice
those who would otherwise have been cared for at
home as private patients to divest in order to receive
assisted living services paid for by Medicaid. Third, it
is necessary that the additional Medicaid services
received by Medicaid assisted living residents be
sufficiently small so that they do not eliminate the
savings to the state. And finally, it is necessary that
nursing homes be able to reflect the loss ofnursing
home patients to assisted living by lowering their
costs and reimbursements accordingly.

Ifa successful assisted living program is developed in
Minnesota, whether the State will experience reduced
long-term care expenditures depends on other things.
"Success" simply means that expenditures will be
lower than what they otherwise would have been.
Clearly, it is possible that assisted living could be
successful in reducing long-term care expenditures,
but at the same time the population would age so
that nursing home occupancy rates would remain
essentially unchanged and State expenditures could
continue to grow.
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